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SUMMARY 

• Europe is on the precipice of a deflationary shock.  Fiscal and monetary stimulus must be 

enacted to prevent a deflationary spiral.  Monetary stimulus will not be enough. 

• Low European sovereign yields will continue to fuel the carry trade into the Treasury.  This will 

bolster the Dollar and may negatively impact our export market.  Labor market trends will not 

provide historic support to the real yield component of long-term Treasuries. 

• Low domestic yields remain a tailwind to domestic equity pricings.  While shocks to our system 

may occur, the path of least resistance is up for equities.  However, the market could be 

vulnerable to a correction with QEIII set to end next month. 

• Chinese equity markets may have broken out of a six year bear market.  They are supported by 

their cheap fundamentals and reforms that have been enacted under President Xi and Premier Li.  

Weakness in the Chinese economy may lead to a cut in the SHIBOR rate, which would be 

another bullish development for Chinese equities. 

 

MACRO TRENDS 

"The interest rate structure undergirds all financial markets.  No asset is valued without reference to 

interest rates, and the end of secular rate cycles can have seismic consequences.  They make the earth 

move under all asset classes." - BCA Research's Global Asset Allocation (02/18/2013) 

 

 Thus, understanding the global interest rate environment has become the keystone to proper 

valuation of the domestic bond and equity markets.  Financial market theory likens 10-year sovereign 

yields to the sum of real yields, inflation expectations, and a term premium.  It is prudent to focus on 

European growth and inflation expectations in order to gauge its sovereign yields.  Both readings have 

recently disappointed as Europe is on the cusp of deflation and its growth is slowing.  In fact, Italy 

entered its third recession since 2008, France registered flat growth, and Germany contracted by 0.2% as 
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business sentiment slid for the fourth consecutive month.  This weakness has registered in the Citigroup 

Economic Surprise Index for the G10, which measures the actual outcome of economic data relative to 

consensus estimates (see below). 

 
Source: Citigroup 

The current state of the chart, a negative reading that has yet to put in a definitive bottom, is indicative 

of an economy that is currently and may continue to perform below expectations.  Year-over-year price 

inflation in the Euro area continues to trend lower as the eurozone flirts with deflation (see below). 

 
Source: FRED Economic Data 

 It is important to emphasize what is at stake if Europe enters a deflationary period by comparing 

it to Japan in the 1990s.  Europe is similar to Japan in that: Europe has a rapidly-aging population, its 

banks are repatriating overseas assets, and a strong euro has made it difficult to rekindle the export 

market in the periphery.  But Europe has fewer tools and more problems compared to Japan.  For 

instance: Japan did not experience massive unemployment figures, it did not have a bifurcation between 

a strong core and a weak periphery, its central government was willing to perform fiscal stimulus to kick 

start the economy, and it had a central bank that was willing to serve as the lender of last resort.  The 

phenomenon of Japanese deflation resulted in a lost decade.  Consumers felt that they benefited from the 

appreciation of their currency and put off purchases until a later date.  This resulted in declining fixed 

capital investments and consumption, which led to an economy that was unable to sustain high growth 

rates.  An economy mired in deflation will benefit creditors at the expense of investors and an economy 

needs investment to thrive.  Two decades later Japan is still shrugging off deflation's burden. 
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 It has become clear to the market that monetary and fiscal stimulus must be enacted in order to 

stimulate a sustainable rebound in European growth and inflation expectations.  This is evidenced by the 

slow and steady decline in sovereign yields.  As of 09/02/2014 the German 10-year bund yielded less 

than 93 basis points.  Even peripheral countries such as Italy and Spain had 10 year yields that rivaled 

the United States'.  

 Recently, Mario Draghi delivered an impassioned speech highlighting the ECB's commitment to 

battle deflation.  This round of stimulus  may continue the ECB's trend of erring on the side of caution.  

This was originally seen with the MTRO and LTRO programs, which resulted in European banks that 

were flush with lendable cash despite the fact that demand for loans was absent.   Instead, Europe chose  

deleverage. This has resulted in a self defeating cycle whereby the peripheral countries' GDP growth is 

less than their ability to reduce onerous debt levels.  In fact, a recent BCA study showed that, "[t]he ratio 

of government debt-to-GDP in the peripheral countries has risen by 14 percentage points since Draghi 

delivered his 'whatever it takes' speech," (Bank Credit Analyst, September 2014).   

 The most recent stimulus measures can be divided into two categories: cutting interest rates and 

purchasing securitized products.  Again, the interest rate measure may do more to punish savers than to 

spur any sort of recovery in aggregate demand.  The asset backed securities purchasing program may be 

too soft as it avoids the outright purchases of sovereign debt.  The securitized asset market in Europe is 

far less developed than that of America and may be the limiting factor.  In fact, BCA Research noted 

that, "[a]t the end of 2011, the ECB launched its previous covered bond purchase program.  The targeted 

amount of bond purchases was only €40 bn over a twelve month period.  And of this very modest 

amount, the ECB was only able to carry out €16.4 bn of purchases due to supply constraints." (Is The 

Euro Due For A Bounce, 9/8/2014).  Thus, a historical precedence in which the ECB has been limited 

by its underdeveloped ABS market exists and additional reforms may be needed. 

 Countries with the fiscal resources to spend more should do so.  Germany should take advantage 

of the low rates in order to expand its energy infrastructure, reducing its dependence on Russian gas.  It 

can also allocate more of its revenues to the maintenance of its roadways, which have begun to 

deteriorate.  This would not only stimulate the German economy, but also benefit surrounding countries 

by increasing trade and travel efficiency.  BCA research expanded on this idea stating that, 

"euro area countries need to implement targeted structural reforms, such as raising the 

retirement age, which will boost income and spending tomorrow without reducing debt 

today...the ECB needs to lower real interest rates by raising inflation expectations.  

Higher inflation expectations will motivate households to spend more in advance of 
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rising prices, as well as induce firms to invest in new capacity in order to take advantage 

of higher expected revenues." 

The aggregate demand in the eurozone has crippled growth and brought the common currency to 

deflations door.  Mario Draghi stated that the only way to defeat the region's low inflation and double 

digit unemployment was with, "a policy mix that combines monetary, fiscal and structural measures at 

the union level and at the national level."  Monetary policy alone will not be enough. 

 The recent decline in European yields has exaggerated the fall in long-dated Treasury yields as 

German and Japanese investors seek a higher payout supported by a strengthening dollar.  However, 

there may be more behind the rally than a simple carry trade.  We have continued to monitor the 

domestic labor force since our last Investment Outlook, which hypothesized that a decrease in the labor 

force participation rate may occur as investment continues to shift from labor to capital.  This would 

result in the automation of skilled jobs.  Doug Short, a well  respected analyst, has highlighted a long-

term trend in which the labor force participation rate of 24 to 54 year olds has continuously decreased 

since 2000 (see below). 

 
Source: dshort.com 

Doug also highlighted that this cohort would require an additional 2.8 million entrants into the labor 

force in order to match the participation rate seen in 2008.  The implication is that a  structural limitation 

to the labor force has emerged.  This view is shared by Larry Summers, who has invoked the concept of 

secular stagnation and has stated that the labor force will continue to be negatively impacted by,  "the 

brutal demographics of an ageing population, the end of the trend towards increased women's labor force 

participation, and the exhaustion of the gains from an increasingly educated workforce," (Financial 

Times Op-Ed, 9/8/2014).   
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 Meanwhile, Jeff Gundlach, noted bond expert of DoubleLine Funds, has emphasized the trend of 

decreasing wages and salary to GDP (see below). 

 
Source: DoubleLine Funds, Jeff Gundlach 

This data remains near multi-decade lows and it may be unlikely that Janet Yellen would be willing to 

renormalize short-term rates unless this trend begins to improve.  It is important to highlight that many 

of these forces are structural as opposed to cyclical.  While cyclical changes tend to improve with the 

economy, a structural change can serve as a long-term limiting factor to potential growth.  Therefore, it 

appears that potential GDP may be negatively impacted, over a longer period by both a flattening in the 

long-term growth in the labor force as well as the long-term growth rate in labor productivity.  This may 

continue to exert downward pressure on the real yield component of long duration Treasuries.   

 In addition, the outright implementation of a European QE program would serve to weaken the 

euro versus the dollar.  Approximately 60% of the dollar composite is weighted against the euro, so that 

any significant easing may cause the dollar to appreciate.  This would effectively export European 

deflation to our shores.  An appreciating dollar would negatively impact our corporate earnings as  40% 

of S&P earnings are derived from foreign activity.  While exports per millions of dollars have trended 

up since 2000, a much more insidious trend has taken hold when measured on a rate of change basis.  

The U.S. export market has been decelerating since 2010 with flat growth over the past few years (see 

below). 

 
Source: FRED St. Louis Fed 
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The tepid export market may be at risk if the dollar continues to strengthen.  As a result, we have begun 

to implement a barbell portfolio strategy, which should help to shield our holdings in the event of a 

strengthening dollar.  The potential for the a strong dollar may also force the Fed to continue its dovish 

policy of lower rates for longer.  A continuation of these trends would result in downward pressure on 

the real component in interest rates. 

  It is also important to highlight that this is a midterm election year in which the approval rating 

of the incumbent continues to fall.  There is a possibility that the Republicans take control of the Senate 

and maintain control of the House of Representatives.  This would be an unambiguously bullish step 

towards pursuing corporate tax reform, which could bolster both earnings and business sentiment. 

  

THE STOCK MARKET-Fundamental Trends 

 As of 08/31/2014 the Stuyvesant Earnings and Dividend Discount Model calculated that the 

Dow30 was at 87.72% of fair value.  This implies a fair value target of 19,500 for the Dow 30 and 2,280 

for the S&P500. 

 Another way to value the market is by multiplying forward earnings by a P/E multiple.  In the 

past we have calculated this multiple with the following formula: 

 

Our model currently calculates the ERP to be approximately 2.5%.  BCA Research stated that evidence 

pointing to slower potential GDP growth should limit the Terminal Fed Funds Rate at 2.5%.  Therefore 

we would expect: 

 

For 2014 Merrill Lynch expects S&P 500 earnings of approximately 117. Therefore, we can derive a 

price target of  2,340 (117x20) for the S&P 500. 

 While the market appears to be historically stretched, the depressed interest rate environment has 

bolstered asset prices by reducing the discount mechanism.  In fact, an average of our two targets would 

put the S&P 500 at 2,310 for the year.  The S&P 500 is currently trading at a 15% discount to our 

average projection.  Although rates may point to this objective, fluctuations in rates and a negative 

impact on earnings associated with a weakening global economy will negatively impact our price target.  

It will also limit the Fed's ability to raise the Fed Funds rate.  And in an era of depressed volatility an 

unknown force may lurk. 

 



 

INVESTMENT OUTLOOK OCTOBER 2014               
   

7

BOND MARKET 

 At the onset of the year, the majority of investors had repositioned their domestic bond holdings 

for the inevitable uptick in long-term Treasury yields.  The purveying idea was that the US economy 

was gaining momentum and that real growth and inflation expectations were set to move higher.  In the 

end the market overestimated the strength of the domestic economy and underestimated global 

deflationary forces.  As a result the 10-year Treasury went from yielding over 3.00% at the beginning of 

2014 to under 2.35% in August.  

 Recent US data has been strong (ISM, PMI, 2Q14 GDP, etc.) and many investors have reinstated 

their bearish calls.  We continue to advocate a slightly above duration positioning.  As we have pointed 

out, potential GDP is constrained by the growth in the labor force and the growth in productivity of the 

labor force.  We anticipate that the growth in the labor force will be limited by demographic trends and 

that investment will continue to favor capital at the expense of labor.  This will continue to limit the real 

yield component of long-term Treasuries. 

 The inflationary component has been negatively impacted by strength in the dollar.  Charting 

UUP, an ETF that is representative of the trade weighted dollar, depicts a weekly breakout of a powerful 

reverse head-and-shoulders formation that occurred in late July (see below). 

 
Source: stockcharts.com 

The prospect of the ECB entering into a QE program while Japan continues to ease should act as a 

tailwind for the strengthening dollar.  The currency may consolidate in the near-term, but the path of 

least resistance remains up.  As stated in the Macro Trends section: a strengthening dollar could 

negatively impact our export market.  This would limit growth of real GDP and the real yield component 

of long dated Treasuries. 

 Based on this line of thinking we expect long-term yields to have limited upside.  In fact, we 

advocate a slightly above duration positioning as we anticipate the long-term yields to move lower.  Our 

version of QE  is set to come to an end in October.  The market has begun to anticipate the Fed's 
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eventual movement to raise the Fed Funds rate and we expect that short-term yields will move in 

advance of this liftoff.  This should result in short-term rates rising as long-term rates fall.  The 

flattening of the yield curve has been in place since the beginning of this year (see below). 

 
Source: U.S. Department of the Treasury 

Yields that are dated over the 5-year mark have fallen since 12/31/13, while those that are under the 5-

year mark have risen.  We expect this trend to continue as the yield curve remains historically steep. 

 

UPDATE ON CHINA 

 We have advocated a position in Chinese equities since late 2012 despite an overwhelming 

bearish consensus from the investment community.  While holdings have underperformed relative to the 

domestic market, an inflection point may have finally arrived.  Chinese equities have rallied 

approximately 20% from their 2014 lows and have broken major resistance levels that have been in 

place for six years.  This is true for both the Hang Seng and the Shanghai indices(see below).   

 

 Despite the year-to-date rally, Chinese stocks are still cheap on a relative basis.  In fact, large cap 

Chinese equities on the Hang Seng Index have a price-to-earnings ratio of 8.53 and a price-to-book ratio 

of 1.24, while small cap Chinese stocks on the Shanghai Index trade at a price-to-earnings of 10.73 and 
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a price-to-book of 0.89.  This compares favorably to domestic equities, which trade at a price-to-

earnings of 17.48 and a price-to-book of 2.43 (data collected a/o 09/11/2014 from YahooFinance). 

 This rally may have been sparked by a combination of the market's recognition of the deep value 

coupled with the progressive reforms promulgated by China's National People's Congress.  One 

important reform will allow local governments to formally raise debt in the Chinese bond market.  This 

will provide municipalities with more transparent, stable, and lower-cost sources of financing. The 

enhancement in the credit market should attract domestic institutions, savers, and foreign investors.  

Such a development is expected to greatly reduce systemic financial risks. 

 Premier Li Keqiang has also sponsored the Shanghai-Hong Kong Stock Connect, which will 

allow Hong Kong investors to buy certain shares in mainland China and vice versa.  While initial trading 

will be limited in scope, it is a great step forward in the opening up of the mainland markets to foreign 

investors.  It is currently expected to open in October of this year. 

 Lastly, the crackdown on corrupt officials recently culminated in the house arrest of Zhou 

Yongkang, the most senior Chinese politician to be linked to corruption since the Communist party took 

power in 1949.  He was a member of the 17th Politburo Standing Committee (top seven officials in 

China).  This crackdown was spearheaded by President Xi to regain the trust of the populace and to 

consolidate his own power.  It is anticipated that he will use this new found power to cut through the 

vested interests of China's princelings that own large stakes in SOEs, allowing him to reign in excess 

capacity and drive productivity improvements. 

 

RISK FACTORS 

• The Fed prematurely hikes the fed funds rates. 

• The termination of QE III sparks a market selloff, as has been the case with the end of the last 

two programs. 

• Escalating tensions in the East China Sea, the Ukraine, or the Middle East. 

• A strengthening dollar impacts US growth. 

• The eurozone slips into deflation. 

 
 
 

 
John Cooper, CFA, Jason Cooper 
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The information set forth herein was obtained from sources that we believe reliable, but we do not guarantee its accuracy. Neither the information, nor any opinion expressed, 
constitutes a recommendation by us for the purchase or sale of any securities.  
 
Discussions and calculations regarding potential future events and their impact are based solely on historic information and Stuyvesant’s estimates and/or opinions, are provided 
for illustrative purposes only, and are subject to certain limitations.  No guarantee can be made of the occurrence of such events or the actual impact such events would have on any 
investment’s future performance.  


